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THE CORPORATE INCOME TAX 773 conclusions are general. They apply to other industries and even to other countries that have a classic corporate income tax. 10 This Article proceeds as follows.U I begin the next Part by describing what it means for an industry to be domestic and then I describe what it means for a domestic industry to be competitive. I show that there are two different definitions for the domestic industry in general use and that each definition is associated with a different notion of competitiveness. In Parts III and IV, I show that the mechanism through which the corporate income tax affects competitiveness differs depending upon how the domestic industry is defined. In Part V, I provide a diagrammatic representation of the results presented in Parts III and IV. Part VI concludes.
II. DEFINING "CoMPETITIVENEss" AND "A DoMESTIC INDUSTRY"
Competitiveness is an often used, but rarely defined term.12 It has been called a dangerous obsession 13 and the hot-button issue in debates over international tax policy, 14 yet it lacks a clear and specific meaning. Competitiveness can mean different things to different people and at different times. It also can apply at different levels of the economy. Competitiveness is sometimes said to be a characteristic of 10 A classic corporate income tax is one where the corporate income tax is separate and apart from the individual income tax. In addition, although this is not always part of the definition of a classic corporate income tax, but it is important to generate the results described below, foreign corporate taxes do not generate foreign tax credits for the individual investors, who are the ultimate owners.
11 This Article is part of a larger project on taxes and competitiveness. The first paper in that series is MichaelS. Knoll [Vol. 63: firms, of industries, or even of entire countries.15 It has the most familiar ring when it applies to industries or sectors, as in the phrase "the competitiveness of the U.S. auto industry." Accordingly, throughout this Article, I use the term "competitiveness" as a characteristic of a national industry. Before I talk further about "competitiveness," however, I discuss what it means for an industry to be a national industry. Politicians, the press, and commentators often speak of the "U.S. auto industry" without being clear what they mean. 16 There are at least two alternative definitions for the "U.S. auto industry."
Under the most colloquial and frequently used sense of the term, the U.S. auto industry is the U.S.-based and U.S.-incorporated automobile companies-the Big 3. The operations of the Big 3 are not confined to the United States. They are multinational corporations (MNCs) with operations in many countriesP Under this definition, the U.S. auto industry comprises the global output of the Big 3 automakers. 18 Under a second definition, the U.S. auto industry is the total production of automobiles in the United States without regard to the nationality of the producing company.l 9 The U.S. auto industry, then, is the total output of automobiles in the United States by U.S.-and foreign-based automakers. Figure 1 illustrates these two definitions of the U.S. auto industry. The first definition (total auto production by U.S.-based automakers) 15 For a thoughtful review of the literature on competitiveness with an emphasis on the wide range of different definitions employed in the literature, As is clear from Figure 1 , there are two major differences between the two definitions of the U.S. auto industry. The first definition (total global production of U.S. automakers) includes the foreign production of the Big 3 within the U.S. auto industry, which the second definition (total auto production in the United States by all automakers) excludes (the shaded rectangle and without hash marks). The second definition includes the U.S. production of foreign automakers, such as Toyota, BMW and Kia, within the scope of the U.S. auto industry, which the first definition excludes (the unshaded rectangle with hash marks). 2 o 2o Foreign-based auto companies now produce more than half of the cars that Americans buy, with many of those cars produced in whole or part within the United States. Editorial, America's Other Auto Industry, Wall St. J., Dec. 1, 2008, at A22 . Under the location-based definition of the U.S. auto industry, a car produced in part in the United 776 TAX LAW REVIEW [Vol. 63: Neither definition of the U.S. auto industry is right or wrong. Both are plausible definitions of that industry and both definitions are in regular use. 21 For the purpose of this Article, what is significant about the two definitions of the U.S. auto industry is that the impact of the corporate income tax on the competitiveness of the U.S. auto industry and the mechanism through which that effect occurs depends on how the U.S. auto industry is defined. 22 That brings us to the search for a definition for "competitiveness." A plausible broad working definition of competitiveness is as follows: An industry is competitive if it can attract large amounts of capital and labor at attractive rates and can combine that capital and labor efficiently into a product that it can (profitably? 23 ) sell at the market price. Using such a broad definition, it is obvious that many factors go into making an industry competitive, including a well-educated and highly productive work force, access to advanced technology, a solid command of manufacturing techniques, a committed and efficient management, the ability to attract capital at low cost, good labor-management relations, and savvy marketing. Many of those factors, however, are either unrelated to or are only tangentially related to taxation. One factor that is directly affected by taxation is an industry's ability to attract capital at favorable rates. Thus, in order to understand how the corporate income tax affects the competitiveness of the U.S. auto industry we need to answer the following narrower question: What effect does the corporate income tax have on the ability of the U.S. auto industry to raise capital? The answer to that question depends in part on which definition of the U.S. auto industry is used. 24 Under the first definition, the U.S. auto industry is defined as the global operations of the Big 3 automakers. Viewed from such a perStates and in part elsewhere is the product of more than one auto industry. In effect, the value added in each country is the output of each national industry. For expositional purposes, I largely ignore complications that arise when automakers produce a car in two or more countries. I also ignore the role of independent suppliers. 21 
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THE CORPORATE INCOME TAX 777 spective, the U.S. auto industry competes with other national auto industries where each nation's industry is constituted by the automakers based in that country. Thus, the Japanese auto industry is the global production of Toyota, Nissan, Honda, and the other car companies based in Japan. Similarly, the German auto industry is the global production of Volkswagen, Mercedes-Benz, and the other car companies based in Germany. Those industries compete with one another globally and locally. For example, U.S., Japanese, and German auto companies compete with one another to produce and sell cars around the world and in specific markets, including the United States. Thus, the first definition of a domestic industry focuses on ownership. Under that definition, the U.S. auto industry comprises all of the productive assets owned by U.S.-based auto companies whether in the United States or elsewhere. 25 Because the first definition of the U.S. auto industry focuses on the nationality of the company that sells the car, not where the car is produced, the competition between U.S., Japanese, and German auto companies can be visualized as competition to acquire control over productive assets located in different locations. 26 Under this view, the various national auto industries compete, for example, to own an auto plant in Canada. Viewed from such a perspective, a national industry is more competitive than its rivals if it acquires the Canadian plant. Taxation, then, affects competitiveness through its impact on the ownership of productive assetsP Thus, the U.S. corporate income tax will adversely affect the competitiveness of the U.S. automotive industry if it reduces the incentive for the Big 3-relative to their foreign competitors-to own automobile-producing assets. 28 If the corporate income tax discourages U.S. firms from owning automotive assets, then 25 The implicit assumption that a company has a nationality that can be identified is not without controversy. See note 31. 26 Competition over where cars are produced falls under the second definition. n See Knoll, Sovereign Wealth Funds, note 11, at 7-9.
28 Viewed from such a perspective, competitiveness bears a familiarity to the notion of capital ownership neutrality, which is closely associated with the work of Mihir Desai and James Hines. See Mihir A. Desai & James R. Hines, Jr., Evaluating International Tax Reform, 56 Nat'l Tax J. 487 (2003) Stud. 1990 )(unpublished manuscript on file with the author). It is also similar to the notion of capital import neutrality as originally described by Peggy Musgrave. See Richman, note 6, at 8; Musgrave, note 6, at 119. For the argument that capital import neutrality has been and still regularly is used in two inconsistent ways, one of which is closely related to capital ownership neutrality, see Knoll, Reconsidering, note 11.
778
TAX LAW REVIEW [Vol. 63: the corporate income tax directly reduces the competitiveness of the U.S. auto industry; otherwise, it does not.
Under the second definition, the U.S. auto industry is defined as the production of automobiles within the United States without regard to the nationality of the producing firms. The U.S. auto industry, then, includes the domestic production of the Big 3 as well as the U.S. production of foreign automobile makes and models. Viewed from such a perspective, the U.S. auto industry competes with foreign auto industries where each national industry is defined by the auto production occurring within that country regardless of the nation in which the firms that conduct those activities are based. For example, the German auto industry comprises the production of cars in Germany, including the domestic production of German car companies and the German production of non-German nameplates, including that of the Big 3 and the Japanese carmakers. Thus, the second definition of a domestic industry focuses on the location of assets. Under that definition, the U.S. auto industry comprises all automobile-producing assets located in the United States.
Viewed from this perspective, the competition that takes place between the U.S., German, and Japanese auto industries takes the form of competition to produce more cars within each country. Because auto production is a highly capital-intensive activity, that competition takes the form of competing to attract capital. 29 The corporate income tax, then, affects competition through its impact on investment in auto production in different countries. 30 Thus, the U.S. corporate income tax reduces the competitiveness of the U.S. automobile industry if it discourages investment in automobile production in the United States relative to investment in such production abroad. If the U.S. corporate income tax discourages production in the United States, then it directly reduces the competitiveness of the U.S. auto industry; otherwise, it does not.
In the next two Parts, I examine the impact of the corporate income tax on the U.S. auto industry under the two different notions of the competitiveness of the industry described above. For each definition of the U.S. auto industry, I describe how the corporate income tax directly affects competitiveness. In each case, I describe the mechanics through which that effect occurs and under what circumstances it occurs.
III. TAXES AND CoMPETITIVENEss OF DoMESTICALLY-BASED MNCs
In the last Part, I described two alternative ways of defining a domestic industry-the global production of domestically-based producers31 and the domestic production of all producers regardless of where they are based. In that Part, I also described the link between the corporate income tax and the competitiveness of the domestic industry under each definition. Under the first definition, the corporate income tax hurts competitiveness if it discourages investment by domestically-based firms relative to foreign-based firms. Thus, the first definition focuses on the ownership of assets. Under the second definition, the corporate income tax hurts competitiveness if it discourages investment in the taxing country relative to investment abroad. Thus, the second definition focuses on the location of investment. In this Part, I assess the impact of the corporate income tax on the ownership of automotive assets by domestically-based and foreign-based corporations. In the next Part, I look at the impact of the corporate income tax on the location of that investment.
Under the first definition, the U.S. auto industry comprises the global production of U.S.-based automakers-the Big 3. Taxation affects the competitiveness of that industry by influencing whether the U.S. auto industry or its foreign rivals own specific assets. The impact of taxation on the ownership of assets depends upon whether the competition is among entities that raise the capital they invest from investors or among investors who invest their own capital. When the competition takes place among investors, each investor compares the after-tax rate of return on alternative investments to the after-tax rate of return on the investment under consideration.32 An investor is at a 31 In which jurisdiction a firm is based is not always an easy question to answer unambiguously. Under U.S. tax rules, a corporation's home is the state where it is incorporated. IRC § 7701(a)(4), (5). Many other countries use a facts-and-circumstances approach to determine a corporation's home for tax purposes. Such an approach makes tax planning more difficult, and it does not always yield clear answers. See generally Mitchell Kane & Edward Rock, Corporate Taxation and International Charter Competition, 106 Mich. L. Rev. 1229 Rev. (2008 . 32 One way to view the difference between entities and investors is that entities specialize in their investments whereas investors tend to hold diversified portfolios so as to reduce risk. Accordingly, when assets are differentially taxed, investors trade off risk and return. The after-tax capital asset pricing model (CAPM) describes how differential taxes across assets and investors affect portfolio choices. The after-tax CAPM was first described by Michael Brennan. M.J. Brennan, Taxes, Market Valuation and Corporate Financial Policy, 23 Nat'! Tax J. 417 (1970 [Vol. 63: tax-induced disadvantage only when the ratio of the investor's aftertax rate of return for the investment under consideration to the same investor's after-tax rate of return on alternative investments is below that same ratio for competing investors. It thus follows, that an investor is not at a tax-induced disadvantage in the competition to acquire a specific asset simply because that investor is taxed more haevily than his competitors on the income from that asset. Instead, the first investor is only at a tax disadvantage if he is taxed more heavily than his rivals on the investment relative to alternative investments (commonly called the benchmark asset or benchmark portfolio ). 33 When, however, the competition takes place among entities that raise capital to invest-as opposed to investors who allocate their own investment capital-tax considerations favor investing through the lowest-taxed entity. 34 When an investment is made through a highlytaxed entity, a higher tax burden is imposed on that investment than when the investment is made through a lightly-taxed entity. That is to say, when the competition is among entities, absolute levels of taxation determine which entity has a tax-induced advantage in competitiveness. (In contrast, when the competition is across investors, relative levels of taxation determine who has a tax-induced advantage.) Thus, the competition among corporations to acquire assets depends upon absolute as opposed to relative tax rates.
From a tax perspective, what distinguishes corporations from other investment entities is that corporations are taxed separately from their investors. 35 The corporate income tax is assessed on the corporation's income and the liability is paid out of corporate assets. Corporate income is not included on the investor's return and corporate taxes are not considered to be paid by the individual investor. 36 Accordingly, because corporations are separ-ately taxed entities, the corpoDharmapala, Investor Taxation in Open Economies (2009) (unpublished manuscript), available at http://www.columbia.edu/null/download?&exclusive=filemgr.download& file_id=162914 (last visited Sept. 14, 2010). I subsequently applied the after-tax CAPM to examine how tax policy affects the competition between sovereign wealth funds and private investors for different investments. Knoll, Sovereign Wealth Funds, note 11, at 7-17. 33 I make this argument in Knoll, Taxes and Competitiveness, note 11, at 12-17, and apply it in Knoll, UBIT, note 11, at 6-12, and Knoll, Sovereign Wealth Funds, note 11, at 7-9.
34 When the entity is taxed, but the income earned and the taxes paid by the entity are attributable to the investor or are creditable as with the indirect foreign tax credit, IRC § § 902, 960, then the entity is effectively an untaxed pass-through entity for tax purposes. 35 In the tax literature, this is referred to as a classic corporate income tax. Corporate income is taxed twice: once at the level of the individual and then again at the level of the investor. IRC § § 1, 11, 61.
36 Some jurisdictions integrate the corporate and individual taxes. There are two basic ways to do this. If the investor is exempt, tax is assessed at the corporate leveL If the investors receive a tax credit for the tax paid by the corporation, then the tax is effectively assessed at the investor leveL 2010] THE CORPORATE INCOME TAX 781 rate income tax operates as a toll charge on investments made through corporations. 37 Thus, when the toll charge differs across companies (because tax rates differ), the corporate income tax affects competitiveness. Companies that pay a higher effective corporate income tax rate than their competitors are at a tax-induced disadvantage in competitiveness, and conversely. In effect, the higher tax rate raises the company's hurdle rate on new investments. That is because the before-tax return on the investment pays both the corporate tax and the investor, who presumably requires the same after-tax return regardless of the entity through which the investment is made. Thus, a higher corporate tax burden directly translates into a higher hurdle rate for investments.
As a result, the effect of the corporate income tax on competitiveness depends upon where income arises. 38 For investments that produce income in the United States, the U.S. corporate income tax is assessed on that income whether the parent corporation is a U.S. or a foreign corporation. 39 Thus, when it comes to acquiring productive assets in the United States, the U.S. corporate income tax does not disadvantage U.S.-based firms relative to their foreign-based rivals. 40 That is so even when the U.S. corporate income tax rate exceeds foreign rates.
For investments that produce income outside of the United States, however, the U.S. corporate income tax disadvantages U.S.-based corporations relative to their foreign-based counterparts. 41 Because the United States taxes U.S.-based corporations on their worldwide income, U.S. corporations pay U.S. tax on their foreign source income. 42 37 I make this argument in Knoll, Business Taxes, note 11, at 11-12, and Knoll, Taxes and Competitiveness, note 11, at 18-19. A similar argument is made by Devereux, note 28.
3 8 There are elaborate and complex source rules that determine what jurisdiction has the primary right to tax a given income stream.
39 IRC § 11, 881(a), 882(a). 40 The discussion in the text ignores any difference in the ability of U.S.-based and foreign-based companies to set internal transfer prices in a manner that reduces taxes. 41 Foreign and domestic investments are widely assumed to be substitutes. There is, however, some evidence that they are complements. See Mihir A. Desai, C. Fritz Foley & James R. Hines, Jr., Domestic Effects of the Foreign Activities of US Multinationals 5 (Div. of Research, Harvard Bus. School, Working Paper, 2008) , available at http://www. people.hbs.edu/ffoley/fdidomestic.pdf. That is to say, more efficient firms invest more everywhere. If that is right, the U.S. reliance on a worldwide corporate income tax will disadvantage U.S. firms not only with respect to their foreign investments, but also will disadvantage them with respect to their domestic investments. 4 2 IRC § 11 (not limiting taxable corporate income to U.S. source income). Although the United States is often said to come closer to a pure worldwide tax system than almost any other country, the U.S. tax system falls short of that ideal by not having an unlimited foreign tax credit and by deferring taxation on some classes of foreign income.
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TAX LAW REVIEW [Vol. 63: To avoid double taxation, U.S. taxpayers receive a foreign tax credit (FTC) for taxes ·paid to foreign governments on their U.S. source income.43 That credit, however, is limited to the U.S. tax that would have been paid on that income. 44 Thus, when it comes to making investments in overseas assets, the U.S. corporate income tax imposes an additional or incremental tax. 45 That tax disadvantages U.S. corporations relative to foreign corporations that do not pay any additional tax on their foreign source income. 4 6 In general, the disadvantage that a U.S.-based corporation faces abroad is greater the lower the tax rate imposed by the host jurisdiction relative to the rate imposed by the United States. 47 Thus, the disadvantage is likely to be large when the host jurisdiction uses tax incentives to attract foreign investment. When offered to U.S.-based corporations, such incentives ultimately will end up in the U.S. treasury. In contrast, when offered to foreign-based corporations that are not taxed on a worldwide basis, those tax incentives will likely red~mnd to the benefit of the recipient firms. 48
As suggested immediately above, the disadvantage U.S.-based MNCs face in the competition to acquire foreign assets is not inherent in the corporate income tax. Instead, the disadvantage is a result of the United States taxing the worldwide income of U.S.-based corporations. Many countries do not tax their domestic corporations' worldwide income, choosing instead to tax only the income earned within the jurisdiction. Jurisdictions that do not tax the foreign source income of their residents and domestically-based corporations are said to employ a source-based or a territorial tax system. It follows that if the United States were to adopt a territorial tax system and stop tax-43 IRC § 901. 44 IRC § 904. 45 Under some circumstances, U.S.-based corporations will have an advantage in the competition to acquire foreign assets. Specifically, when the U.S. corporate tax rate is below the foreign corporate tax rate and the foreign taxes are fully creditable in the United States, then U.S.-based finns will value the assets more highly than domestic frrms. In effect, the toll charge bas become a subsidy. See J. Clifton Heming, Jr., Robert J. Peroni & Stephen E. Shay, Some Perspectives from the United States on the Worldwide Taxation vs. Territorial Taxation Debate, 3 J. of Australasian Teachers Assn. 35, 35-36 (2008) , available at http://www.atax.unsw.edu.au/atta/jatta/jattavol3no2/l_jatta_vol3_no2.pdf. 46 Deferral reduces but does not eliminate that disadvantage. Moreover, because of the possibility of using FfCs earned in one country to offset tax on the income earned in another country, it therefore follows that for any specific investment the U.S. corporation might have either an advantage or disadvantage relative to foreign competitors. It is, however, likely because the United States collects revenue on foreign source income that on average U.S. corporations are disadvantaged by the corporate income tax. Moreover, the enactment of any proposals that would reduce deferral would reduce the competitiveness of U.S.-based MNCs abroad. 47 See Knoll, Tax Sparing, note 11, at 11-17. 48 Id. at 9.
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ing the foreign source income of U.S. corporations, it could eliminate the disadvantage described above. In such circumstances, the U.S. corporate income tax would no longer operate as a toll charge on U.S. corporations investing abroad. 49 The United States does not have to go as far as adopting a pure territorial tax system in order to eliminate the disadvantage faced by U.S. corporations. No country uses either a pure worldwide or a pure territorial tax system; most countries use hybrid tax systems that combine elements of both systems. 50 Many countries employ a hybrid that taxes active income on a territorial basis and passive income on a worldwide or residence basis. In practice, such an approach often results in taxing corporate income at source and individual income at the investor's residence. 51 Accordingly, if the United States were to adopt such a hybrid, the U.S. corporate income tax would not operate as a toll charge on foreign source income and U.S.-based corporations would not be disadvantaged when investing overseas. 52 The Obama Administration, however, is not trying to move the U.S. international tax system into closer alignment with those of our major trading partners. Instead, the Administration says that it wants to tighten worldwide taxation by reducing deferral, which would move our international tax system further away from those of our trading partners. 53 If enacted and enforced, such a policy would increase the toll charge from making overseas investments through U.S. compa-784 TAX LAW REVIEW [Vol. 63: nies, thereby further reducing the competitiveness of U.S.-incorporated MNCs. 54
IV. TAXES AND THE COMPETITIVENESS OF DOMESTIC PRODUCTION
The corporate income tax also affects competitiveness when the domestic industry is defined by the productive activity located within that nation. Under the second definition of a domestic industry, the U.S. auto industry comprises all of the automobile-producing activity that occurs in the United States without regard to where the corporations performing that activity are based. As described above, such a domestic industry is competitive if it attracts large amounts of capital.55 Taxation, then, can hinder the competitiveness of such an industry by discouraging local investment.
In order to understand how the corporate income tax discourages investment in U.S. automobile production, consider an automotive investment that will be made in either the United States or Europe, but -not in both places. The investment might be the plant where a new fuel-efficient automobile to be sold in Asia is produced. If the investment is made in the United States, whether by a U.S.-or a foreignbased corporation, the United States collects corporate income tax on the income that arises in the United States. 56 If, however, the investment takes place in Europe, the United States does not collect any corporate tax on that income. Instead, the European jurisdiction where the investment is made will collect any corporate tax on that income. Thus, if the U.S. corporate income tax rate exceeds the corporate income tax rate in the alternative European jurisdiction, then the U.S. corporate income tax will reduce the return from making an investment in the United States relative to the return from making the same investment in Europe. 57 That, in tum, will increase the mini- 54 The discussion in the text assumes that the tax residence of a corporation is fixed. In effect, residence is an historical artifact that it is not practical to change because of various rules and provisions, such as the U.S. anti-inversion provisions. See IRC § 7874; Reg. § 1.7874-1; Temp. Reg. § 1.7874-lT, -2T. The opposite pole from the position assumed in the text is to assume that a corporation can reside anywhere. If the choice of corporate residence is purely elective and has no consequences other than tax, then presumably all companies will choose the tax home associated with the lowest total tax cost. Competition among states, then, can be expected to push the residence state tax bite close to zero. An intermediate position is to assume that residence follows real world activity. In that case, small economic changes that result in a change in residence could have large tax consequences. In other words, the tax costs and benefits of certain small changes can be large, which means that such changes can have large implicit tax costs or subsidies. 55 See discussion in Part II. 56 See IRC § § 11, 882. 57 More generally, the relevant tax rate is not just the corporate tax rate. The relevant rate is the incremental rate on the capital income that is collected when the investment occurs in the United States instead of Europe. mum required rate of return ("hurdle rate") for such an investment in the United States relative to the hurdle rate for such an investment in Europe. Therefore, if the U.S. corporate income tax rate exceeds the European rate, then the U.S. corporate income tax will discourage investment in the United States in favor of investment in Europe. 58 Although the investment-dampening effect of the corporate income tax is easiest to see when the output is sold in a third jurisdiction, the same logic applies when the output is sold in one of the jurisdictions where the investment can be made. Longstanding income tax principles call for the division of total income into the income from production and the income from sale. 59 The income from sale typically arises in the importing jurisdiction, whereas the income from production typically arises where production occurs. Thus, a corporate income tax, by raising the hurdle rate for investment in the taxing jurisdiction, drives capital investment toward other jurisdictions. 60 Hence, the second way that the U.S. corporate income tax harms the competitiveness of U.S. industries is by discouraging investment in productive activities in the United States in favor of investment elsewhere. 61 In contrast with the ownership-based definition of the U.S. auto industry (where a worldwide corporate income tax harms competitiveness, but a territorial tax does not), under the location-based definition, both territorial and worldwide corporate income taxes harm competitiveness. That a territorial corporate income tax harms competitiveness is easiest to see when every jurisdiction has such a tax. In that case, the income is taxed-at least in part-where investment occurs. Higher tax rates lead to less investment. It is also easy to see that the investment-dampening effect of the corporate income 58 Throughout this Article, I assume that tax rates are the same across industries so that all investments subject to a specific tax regime are taxed at the same rate. If tax rates differ across investments, the location of specific investments can be affected through the impact on input prices. 59 Income is not apportioned among countries, but instead the income arising in each country is taxed first by that country. Other countries through which that income might pass have only a secondary right to tax that income. 60 This principle has long been recognized in the international tax literature. See Richman, note 6, at 8-9, 90-94; Musgrave, note 6, at 72-73. 61 The corporate income tax is not the only tax that discourages domestic production. The individual income tax has the same effect so long as individuals and noncorporate entities (such as partnerships, LLCs, and S corporations) are engaged in capital-intensive productive activities that can move offshore. In such circumstances, the U.S. income tax will raise the hurdle rate on investments in the United States. That, in turn, will discourage investment in the United States, thereby driving such investment abroad. Thus, the detrimental effect of income taxation on production in the United States is broader than the corporate income tax. Moreover, the deleterious effects of the individual income tax on local production can be cured by global adoption of worldwide individual taxaxtion with unlimited FTCs. Absent such coordination, countries with high tax rates will be disadvantaged in the competition to attract investment.
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TAX LAW REVIEW [Vol. 63: tax does not arise when the entity is not separately taxed-that is to say, when the entity is a pass-through entity-and the investor is subject to worldwide taxation (with unlimited FTCs). In that case, all income is taxed at the level of the investor. Assuming that the investor is taxed at the samerate (at the margin) on all income, then the individual's tax liability is not sensitive to the location where income_ is earned, which in turn implies that taxation does not distort location.
The location-distorting effects of the corporate income tax are harder to see, but generally persist, when corporate entities are taxed on a worldwide basis. As described above, if all jurisdictions provide an unlimited FTC, then all investors have an incentive to invest through entities located in the jurisdiction with the lowest corporate income tax rate. 62 In such circumstances, the marginal corporate tax rate on any investment is independent of the location where the investment occurs. Instead, the marginal corporate tax rate on every corporate investment is the corporate tax rate assessed by the jurisdiction where all corporations are based. In theory, such a tax system can be locationally neutral because the effective tax rate on all corporate investments is the same. 6 3 In practice, however, worldwide corporate taxation is very unlikely to lead to locational neutrality. No country is likely to emerge as the consensus choice for corporate tax home because no country would likely be willing to make the financial sacrifice that would be necessary to ensure locational neutrality.
64 A low-tax country that attracts foreign corporations would have to rebate the difference in taxes paid on investments "in jurisdictions with higher tax rates. 65 The cost to any jurisdiction of such an open-ended policy could be immense. Instead, countries with worldwide tax systems tend to limit FTCs to taxes paid abroad and do not provide refunds. That limitation gives effect to local tax rate differences and distorts the location of investment.
It is also common, although the United States does not currently do this, to restrict the use of FfCs so that excess FfCs from high-tax countries cannot be used to offset taxes owed on the income earned in low-tax countries. (Moreover, the proponents of worldwide taxation generally favor a country-by-country limitation on the FfC. 66 ) The use of such country-by-country FfC limitations gives greater effect to cross-border differences in tax rates, thereby undercutting locational neutrality. Under such circumstances, worldwide corporate income taxation would raise the tax rate on low-taxed income to the home country level, but it would not reduce the tax on any income taxed at a rate above the home country level. Thus, to the extent that corporations can choose their tax homes, the incentive to select low-tax jurisdictions remains and so there will be little tax collected at home. As a result, local tax rates will be determinative: They will affect location and there will not be locational neutrality.
Alternatively, assume that the choice of tax home is not elective, but closely follows the location of specific assets. In that case, the effective tax on locating those assets in a jurisdiction is not only the tax assessed on the income produced by those assets, but also includes any other income that is taxed in the home jurisdiction by virtue of locating those assets in that jurisdiction. Thus, local tax rates will affect the location of investment and the tax system will not be locationally neutral.
In sum, it is uncertain what, if anything, worldwide taxation at the corporate level does to promote locational neutrality. In contrast with worldwide taxation at the investor level, where the mechanism for achieving locational neutrality is clear (although the conditions are strict-including universal adoption of worldwide taxation with unlimited FTCs and investors with fixed locations-and there can be a high cost to the residence jurisdiction of adopting such a tax system), with corporate taxation it is not clear what is the mechanism whereby worldwide taxation will help to achieve locational neutrality.6 7 Expressed more succinctly, the case for worldwide corporate taxation as a method of achieving locational neutrality is highly questionable and remains to be made. It cannot and should not be presumed from a simple analogy to taxation of the individual investor.
As the discussion above suggests, the disadvantage that the U.S. automotive industry-defined as the production of automobiles within the United States-suffers as a result of the U.S. corporate income tax is 788 TAX LAW REVIEW [Vol. 63: not a function of the scope of that tax-whether it is territorial or worldwide-but rather is a function of the U.S. corporate income tax rate relative to corporate income tax rates in other jurisdictions. It, thus, follows that the United States can unilaterally improve its competitiveness by reducing its corporate income tax rate. 68 The obvious cost of such a policy to the U.S. government is a loss in revenue. 69 In light of the United States' current fiscal condition, the lost revenue would have to be replaced.7°
It follows from the discussion in the last two Parts that it is possible for the corporate income tax to produce both types of harmful effects at the same time. A U.S. worldwide corporate income tax will operate as a toll charge on overseas corporate investments by U.S. MNCs, thereby disadvantaging U.S.-based MNCs relative to their foreign competitors. In addition, if the U.S. corporate income tax rate exceeds the rate in many other countries with which the United States competes for investment, then the high U.S. corporate income tax rate will also discourage corporate investment in the United States. Because the above is a reasonably accurate description of current corporate income tax practices in the United States and the rest of the world, there is good reason to believe that the U.S. corporate income tax discourages production both by U.S. firms and in the United States. 68 The United States would enhance its competitiveness by reducing other taxes on corporate income, such as the taxes on dividends and capital gains (from sales of shares). 70 There is another caveat for proponents of worldwide corporate taxation. As described in the last Part, the United States can improve the competitiveness of U.S.-based MNCs without lowering its corporate income tax rate by unilaterally moving to a territorial tax system. Although the United States can unilaterally reduce the disadvantage to production in the United States by reducing the U.S. corporate tax rate, it cannot reduce that disadvantage by moving closer to a worldwide tax system. The source of the disadvantage is not that the United States does not have a pure worldwide system tax, but is instead that other countries from which investment in the United States comes do not have pure worldwide corporate income tax systems. Reducing the disadvantage to U.S. production without lowering U.S. tax rates (or raising foreign tax rates) requires other countries to move towards worldwide taxation-and that is not likely to happen. Indeed, the trend is away from worldwide taxation to the hybrid system described earlier. See text accompanying notes 50-51. Moreover, the movement must be such that all corporations are taxed on a worldwide basis on all of their investments so that local tax rates are not binding. In the last two Parts, I described how the corporate income tax affects competitiveness. I showed that the impact of the corporate income tax on competitiveness and the mechanism through which the tax affects competitiveness depends upon how the domestic industry is defined. In this Part, I express the impact of the corporate income tax on competitiveness diagrammatically.
An example and some notation will be helpful. Consider a simple world with only two jurisdictions-the European Union and the United States. Denote the before-tax rate of return by R and the U.S. corporate income tax rate by t. 71 The EU jurisdiction is assumed not to have a corporate income tax. The subscripts EU and US denote whether an asset is located in the European Union or the United States and the same superscripts denote whether the asset is owned by an EU or U.S. corporation. Let the horizontal axis represent who most productively owns various assets. On the far left are those assets for which the productivity advantage from U.S. ownership is greatest. On the far right are those assets for which the productivity advantage from EU ownership is greatest. The solid vertical line represents those assets for which U.S. and EU ownership are equally productiveJ 3 Accordingly, if there are no distortions affecting the ownership of assets, then all assets to the right of the solid vertical line are EU-owned and all assets to the left of that line are U.S.-owned. Figure 2, 78 The analysis and discussion in the text do not distinguish among different owners from the same country. In other words, it is implicitly assumed that all potential owners from any country are taxed the same. If different owners are taxed at different rates, then the analysis is more complicated and the distortions are likely to be even greater.
Figure 2 also can be used to illustrate the two different definitions of the U.S. automobile industry. Under an ownership-based definition, the U.S. auto industry is the total production of U.S.-based manufacturers. In Figure 2 , this definition is represented by quadrants 1 and 3. Similarly, the ownership-based EU automobile industry is represented by quadrants 2 and 4. Under a location-based definition, the U.S. auto industry is the production of automobiles in the United States by both U.S.-based and foreign-based auto producers. This definition is represented in Figure 2 by quadrants 1 and 2. Similarly, the location-based EU auto industry is represented by quadrants 3 and 4. Figure 2 , then, can be used to describe how the U.S. corporate income tax affects U.S. competitiveness. As described in the text above, the tax will raise the before-tax rate of return in the United States relative to that in the European Union. That effect is represented by the horizontal dashed line that lies below the horizontal solid line. Accordingly, the assets represented by the area between the two horizontal lines are the assets most efficiently located in the United States, but which as a result of the United States imposing a corporate income tax are located in the European Union. Those assets are indicated by the area marked by the letters A, B, and C.
Furthermor~, the size of the area labeled A, B, and C depends upon the U.S. corporate income tax rate.7 9 The higher the U.S. tax rate, the larger is the area labeled A, B, and C. As the U.S. tax rate decreases, this area gets smaller. When the EU and U.S. tax rates are equal, then taxation has not dislocated any investments. If, however, U.S. tax rates are below EU tax rates, then the dashed line is above the solid line and taxation shifts assets from the European Union to the United States. As the discussion above makes clear, location depends upon relative tax rates. If tax rates are the same across locations, then taxes do not affect location. If they differ, then taxation encourages invest-792 TAX LAW REVIEW [Vol. 63: ment in low-tax jurisdictions and discourages it in high-tax jurisdictions. 80 As described in the text above, one effect of the United States enacting a corporate income tax, assuming that the tax is assessed on a worldwide basis, is to impose a toll charge on U.S. companies that invest abroad. 81 In the example, the toll charge will raise the hurdle rate for investments by U.S. corporations in the European Union. That, in turn, will bring about a shift from U.S. to EU ownership of those investments where the productivity advantage from U.S. ownership is insufficient to compensate for the higher hurdle rate brought about by the corporate income tax.s 2 That effect is illustrated in Figure 2 by the vertical dashed line, which only goes down as far as the horizontal dashed line. The vertical dashed line, which indicates changes in ownership, does not extend below the horizontal dashed line because the toll charge only impacts investments by U.S. corporations abroad. It does not affect the domestic investments of U.S. corporations. Thus, those assets represented by the area above the horizontal dashed line and to the right of the vertical dashed line are located in the European Union and EUowned. Assets above the horizontal dashed line and to the left of the vertical dashed line are assets located in the European Union and U.S.-owned. Accordingly, the assets for which ownership is shifted are those assets represented by the area between the two vertical lines. Those assets are indicated by the area marked by the letters B and D.
Analogously to the situation with location, the size of the area labeled B and D depends upon the U.S. corporate income tax rate. That can be seen as follows. Equilibrium requires that the after-tax rate of return on U.S.-owned and EU-owned assets is equal at the margin. For assets located in the European Union that implies that at the margin the after-tax rate of return on capital owned by a U.S.-based MNC equals the before-tax rate of return on capital owned by 80 So long as the United States is a small country in the world capital market, the distribution of assets between the United States and the European Union does not depend on whether the United States has a territorial or worldwide tax system. That is to say, if the United States is a price taker in global markets, then market rates of return do not depend on whether the United States taxes or exempts its residents on their overseas income. In terms of Figure 2 , that implies that REU and Rus are independent of whether the United States taxes or exempts its residents on their non-U.S. income. It thus follows that so long as the United States is a price taker in global capital markets, that the location of assets does not depend on whether the United States adopts territorial or worldwide taxation. 81 See discussion in Part III. 82 Tightening worldwide taxation (for example, by reducing the opportunity for deferral) discourages U.S. corporations from holding overseas assets by raising the toll charge on investments through U.S. companies. See Knoll, Taxes and Competitiveness, note 11, at 34-36.
